
APPENDIX B . METHODS AND ASSUMPTIONS

Below is a d.scription of the key methods and assumptions us.d for the derivation

of the Demographic Adjustm.nt as well as the basic BLI calculations. The methods

and assumptions utilized in developing the other Adjustm.nts are sufficiently

documented in Section III.

Demolraphic Adjustment

The three adjustm.nts making up the O.aographic Adjuac.ent w.r. d.v.lop.d by

calculating and comparing SFAS 106 costs for s&llple populations inco~orating the

GNP and TELCO demographic characteristics bas.d on the ag. and s.rvic.

distribution of GNP and TELCO .mploy••s r.sp.ctiv.ly. Th. calculations utiliz.d

pre- and post-65 p.r capita claim .-ountS that b.ar the s... r.lationship. to

each other as do the pr.- and po.t-65 BLI. for GNP and TELCO. All a••u.ptlons

other than withdrawal. and r.tir...nt al' (alr.ady discuas.d) w.r. as follows:

discount rat. 8.13\

trend rat. 10.08\ in 1991 d.cr.asing gradually to 5.56\ for the y.ar

2006 and later

retirement eligibility 55

amortization p.riod for transition obligation 20 y.ars

percent marri.d - 65'

BLI Calculations

The calculation of indiVidual plan B.nefit Lev.l Indicators us.d the following

data and m.thods.

A data ba.. of annual cla1. ..ount dhtr1butions wa. us.d, ba••d on the

exp.ri.nc. of 39,436 retire.. who participae. in 'lIploy.r sponsored post.­

r.tir.m.nt m.dical prosr... administ.r.d by • lars. national insuranc. cOIlp&ny.

For pre- and post-65 claimants, fr.qu.ncy w.ights, mon.tary weights, hospital/
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drug/other racios and Medicare reimburse.ents by type were developed. This data

base has 35 clai. range. with average claim amounts in each range from $15 to

$48,753.

The calculations al.o used our data base of the post-retire.ent medical plan

provisions for 830 private sector employers. For both co.prehensive and ba.e

plus plans the following data ite•• were available;

o

o

o

•

o

o

•

•

•

hospital roo. and board, either as days covered or a percentale

surlical coverage

. in-patient physician coverage

out-patient phy.ician coverage

diagnostic coverage

prescription drug coverage, either percentage or flat dollar co-pay

major .edical deductible.

major .edical co-pay percenta.e

out-of-pocket maxt.ua.

annual/lifetiM maxi...

Medicare intelration ..thod (1. e .. carve-out, supple.ent or coordination of

benefits)

participant and dependent contribution rates

The.e provisiona are available .eparately for pre- and post-6S claimant•.
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A particul.r pl.n's gro.s BLI w.s computed by determining how much the pl.n would

reimburse .t e.ch c1.imamount in the distribution dat. b.... Th. r.imburs.ment

amount w.s d.termined sep.rately for e.ch type of ch.rg.; e.g., hospit.l, drug,

etc. Medicare reimbursem.nt w.s t.ken into account .xplicitly for each type of

charge based on the form of Medic.r. int.gration in the pl.n. Each reimburs.ment

was then divided by the corre.ponding cl.im to obe.in a reimbursement r.tio.

These ratios were chen weighted by the claim amount weight. in che distribution

to determine the gro.s BLI.

Per retire. contribution r.t•• w.r. th.n co~.r.d to p.r retir•• cl.im amounts,

and th.t r.tio w.s u••d .s .n off••e to eh. gro.s BLI to det.rmin. the final net

pre- and po.t-6S BLI. for ••ch comp.ny in the dat. b•••.

After av.r.g. pre- .nd post-65 BLIs h.d been determined for GNP .nd TELCO (•••

Section III p.g. 11 for lIethodololY), pre- .nd po.t-65 veilbtinl' w.re calcul.t.d

as the percent.ges of total SFAS 106 coat ...ociated with pre- .nd po.t-65

claims, d.eemined using the .... HthOdololY •• for the Deaolr.phic Adjuataent.

These were th.n .ppli.d to the pre- .nd po.t-6S BLI. to develop GNP BLI .nd TELCO

BLI.

By way of illu.tr.tion, suppo••• compreh.nsiv, plan pay. 80' .ft.r • $200

deductible. subj.ct to an out-of-pocket maximum of $1,500. After 65, Medicar.

integration is 'Suppl...nt'. P.rticip.nt. contribut. $10 p.r month.

In the $4,000 - $5,000 cl.1a rani', for .x.-pl., we find the averal' cl.im to b.

$4,479. Sine. this i •• compr.h.nsive plan, we d.riv. the pr.-6S r.imbur....nt

utilizing the total cl.1a .-cunt, that 1s (4,479 - 200) ti... 80', or $3,423.

The out-of-pock.t maxiaua ha. not be.n met. Th.refor., the pr.-6S rei.bur....nt

ratio in the chari' rani' i. 0.7642. Th. r.tio. for all rani'••r••veral.d

using w.ight. giv.n by the di.tribution t.bl. to deteraine the Iro•• pr.-6S BLI.

Th. po.t-6S rei.burs.ment recoaniz" M.dicar. int'lr.tion. in this ex.-pl. the

m.thod is Medicare Suppl...nt. ~a d.teraine the breakdown of charae. to be

$1.776 for ho.pit.l, $567 for prescription drua" .nd $2,136 for .n oth.r

ch.rges. Tot.l M.dicar. reimburs...nc 1. $2,047 (calculated explicitly froa
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Medicare provisions) and is illlllediately taken out; in this case $1,177 froll

hospital, $870 fro. oeber .edical charges and nothing froll drug charges. The

plan provisions are eben applied to the balance of $2,432. giVing a plan

reimburse..nt of $1,786 «2,432 - 200) tilles 80'). This produces a poae-65

reimbursement ratio of 0.3987 for this claim ranse. As with the pre-65 ca•• the

ratios for all ranges are then averaged using weights given by the distribution

table to deul"1Iline the gross post-65 BLI

The gross BLb are then adj~ted to reflect participant contributions. Our

example here lIight produce gross BLb of 0.85 pre-65 and 0.32 post-6S. The

participant contribution of $10 per month translate. into a reduction in the

gross BLIs of 0.03 pre-6S and 0.04 post-65, giving final BLls of 0.82 and 0.28

respectively.
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Appendix Col

Appendix C

Part I: Oerivation of the Model

I. Hou..hollb

All houaeholds are ...uaed to be identi~al and obtain utility fro••oney
and leilure al well a. each of the. produced 100ds. Each houlehold
solves the following maximization problem

(Al) U* - max
{Ci,M,Nl

subject to the constraint that

where

(A3) C. (t10 1c1('·l)/')'/('-l)

(A4) p. (ti o
1
'Pi

l -')l/(l-')

and Ci is the consu.ption of produced lood i, Pi i. the n~inal price of
produced lood i, M 18 the .-Gunt of acney held at the eDd of the period,
N is the aIIOunt of labor .uppUed, I i. the tocal no.inal value of
re.ource. available to the houaehold, C il the bunGle of cons~tion

100ds defined by the a&&relator function in (AJ), and P i. a price index
defined in (A4). (Note that the price index P in (A4) i. not the fixed­
weilht GNP price index. The solution of the .adel produce. price. for
each of the a looda which can then be collbined to calculate the
appropriate fixed-weiCht GMP price indeX.) The par...ter. of the
u1:ility fUllction are .." which equab the share of the household's
noainal erpendit:ure on produced 100a. rather than on .aney balance.; "
which is the ela.ticity of sub.titution bec:veen the consu.ption of any
pair of looda; o~, i - 1, ... ,a, which indicate the weiCht of each lood
in the houaehold • utility fUllction; ~, which i. the elasticity of labor
supply; and ; which characterize. the degree of di.utility of labor.

The utility function in equation (Al) i. ad4itively .eparable bec:veen
(Ci,M) and N. Thi••eparability allow. us to lolve the household'.
maxi.ization probl.. in two Itage.. Fir.t, va will aaxiaize utility
with re.pect to Ci aDd M, aDd than we will choo.e the util1ty-aaxiaizina
level of labor .upply M. Chooaing Ci aDd M to aaxiaize the utiUty
fUllction in (Al) .ubject to the constraint in (A2) yields the follovina
first-order conditions:

(A5) °iCi-l/,..,c..,-l+l/'(M/P)l-.., - ~Pi

(A6) (l-..,)C"'(M/l)-"'/P - ~

where ~ i. the Lagranle .ultiplier on the constraint (A2).
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Appendix C-2

Coabininc the first-oreier conditions (AS) and (A6) yillcil

(A7) aiCi-1j'7C(1-,)j'K - (1-7)Pi

Multlplyln, both .1ei1s of (A7) by Ci and thin su.ainC over all 1 ylllda

(A8) ~i PiCi - (7/(1-7» M

Sub.dtutlnC (A8) into (Al) yielda

(A9) M - (1-7)1

Substieatln, (A9) into (A7), .u.ain, over all 1, and us!n, the
definition of thl prici index in (A4) yillda

(AIO) PC - 71

Sub.titutine (A9) into (A7) and then usine (AIO) y1elc1l thl deaand for
lood i

(All) Cl - al'(PijP)-'1IjP

Substleatin, (A9) into (All) yillc1l

(A12) Cl - al'(Pi /P)-'(7/(l-7»K/P

Havinc .olved for the optiaal value. of Ci and K. ve nov solve for the
optiul value of labor supply N. First,sub.tieate the optiul values
of Ci (eq. All) and K (Iq. A9) into the utiliry function in (Al) to
obtain

(A13) u* - .ax (77(l-7)1-7(I/P) _ (.N~l)l/~)
N

subjlct to I - vN + rK* + M+ w, wherl W i. the (pre.ent value of) po.t­
ret1r...nt health benefit. to be received by the hOUiebold.

The fir.t-oreier condition for labor supply N i.

(AI4) 77(l-7)1-7(v/p) - «~+l)j~)(.N)l/~

whicb can be .olved to obtain N*. the opel...l UIOUIlt of labor .uppUed

(AIS) N* - ~(v/P)~

where v • [17(1-7)l-7~/(~+1)1~.-l
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Appendix C-3

II. F1nu

Each of the. loodl i. produced by coapetitive firas with Cobb-Ooulla.
production functio~. The total production of lood i. Yi . is liven by
the production function

i-i ......

The firas are al.u.ad to be coapetitlve and thua take the no.inal price
of their output. Pi' the no.inal rental price of capital, r. and the
no.inal price of labor, 01v, a. fixed. Note that the no.inal price of
labor co~i.tl of evo partl: w reflectl the noainal wale raee excluding
the COlt of pOlt-retire..nt health benefitl covered by FAS 106. The
factor 01 reflectl the t.pact on the COlt per unit of labor of pOlt­
retire..nt health benefitl covered by FAS 106. For firas that do not
offer pOlt-retire..nt health benefitl, 0i - 1. For fira. that offer
such benefit•. 0i > 1. Co~etitive firm. choo.e Ni and Ki to aaxiaize

(Al7) P1A1N1P1Kl1-P1 - w01Nl - rlti i - 1•...••

The firlt-order conditlo~ for labor and capieal are

(AlB) P1PiYiINi - vOL

(A19) (l·Pi)P1Yl!K1 - r

i - 1 .... ,.

1 - 1, .....

Given the no.inal wale v and the FAS 106 factor 0i' (AlB) deterainal the
..ount of labor deaandad in .ector 1; liven the raneal price of
capital, (Al9) deterainel the aaount of capital deaandad in .ector 1.

III. Market Equll1briua

Equilibriua In the factor aarket. requirel that the a..resate aaount of
labor daaandacl equal the lupply of labor and the -"relate aaount of
capltal daaandad equal the .upply of capital:

(A20) 1:1 N1 - N*

(A2l) 1:tKt - It*

The -.mt of IIOnay
cona~r.

(A22) K - K*

deaanded equals the ..ount inltiaUy held by

The &8Ount of lood 1 produced 8U8t equal the .-aunt of lood i deaandad .
• 0 that uainl (Al2) we obtain

(A23)

- S6 -
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Appenc:lix C-4

The noainal value of production ~t equal the no.inal value of total
factor pa,..nts. incluc:lin& the (present value of the) cOlt of po.t­
retir...nt healeh benefits.

The no.inal value of total re.ource. available to the household, I,
1tequal. the initial holdine of .oney H plus capital inco.. rK*, wal_

inc~. wt1N1 • and the pre.ent value of post retire..nt health benefits
• - wtt(D1-1)Ni.o chat

(A25) I

The solution to ehe lIOdal consht. of the equil1bri\lll conditions (AlO) •
(A25). the production functions (AU). ehe labor cSelUJld equations (AU),
ehe capital deaand equations (Al9) , and the definition of the price
index (A4).
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Appenc11x C-5

Part II: Calibration of the ~del

Thl ~dal i. calibratld .0 that in the ab.lnci of FAS 106 it yields an
allocation of labor acro.. .Ictor. that ..tchl. thl aceual allocation of
labor acro•••Ictors. It i. al.o calibratld .uch that in thl ab.lnci of
FAS 106. all noainal prici' are equal to Onl.

Input. to the calibration procedure:

'. the e1uticicy of .ub.tleu1:1on beewlln thl c~tion of any ewo
looda

., , the .hare of noainal expeftClleure devotld to proclucld looda

No*' thl initial total .-Dunt of labor to bl allocatld acro•••Ictor.

X*. thl fixld toeal .-Dunt of capital to bl allocatld acro•••Ictor.

'i' the .harl of labor in toeal co.t in .ector i

DF,i' thl FAS 106 co.t factor in .ector 1 (equal to 1 in thl ab.lnel of
U 106)

.N1 .11IM*. the fraction of labor e~loyed In .Ictor 1

In the Initial calibration, all noainal prici. arl .It equal to 001

(11) Pl - 1.

(12) P - 1

1 - 1, ... ,.

The .-ouDt of labor Initially u.ld in each .Ictor foll~. dlrlctly frca
the fraction of thl labor fOic, -.ployld In .ector i, • l' and the toeal
aaount of labor gployld, No

N *(13) N1 - • 1. .0 1. - 1, ... ,.

DefiDe .Yl • 'IYll%l'lYj, to bl the share of .ector 1'. output 'iY1. In
toul CNqNt t 1• 1Y1. TIl8nu.ina thl labor dlaanct :quatlon (All) incl the
fact that thl total &8OUftt of labor e~loyed 1. No ' 1t can bl .hown
that

(14) 1 - 1, ...••

V.ina thl ca,leal ciIuncl I~tion (Al9) mel thl fact that the total
&8OUftt of capital u.ed 11 Ie , it can be .hown that

(I') i - 1, ... ,.

Noraalizi Al - 1 .0 that thl production function in thl fir.t .Ictor i.

_____________.-.5.8.- ~ _



Appendix C-6

Usinc Y1 fro. (16), ehe noainal va,e and the noainal rental price of
capital can be deterained froa the first-order conditio~ (AlS) and
(A19) for .ector 1 to obtain

(17) v - PIYIPl/(D1Nl)

(B8) r - (l-Pl)Y1P11K1

Nov calculate v in ehe labor supply curve (eq. A1S) aa

(19) v - N *(P/v)"o

To calibrate Ai' i - 2.... ,a. substitute the production function (A16)
into ehe first-order condition for labor (All) and set Pi - 1 (eq. 11)
to obtain

i - 2 ..... a

Nov set all pric.s equal to 1 in the equilibriua condition (Al3) , and
uae (Al2) to ob~aln

(Ill) Yi - Qi'(1/(1-1})M*

Su.ainl (Ill) over all i ve obtain

(1l2)

Nov obaerve that vieh P - Pi - 1 for all i. equation (A4) Lap1ies that

(113) ~iQi' - 1

Subatitutinc (113) into (112) and r.arrancinc yields

(114) M* - «1-1}/1) ttYi

Finatly • aubatitutina (114) into (Bl1) and recallinc that when Pi - P ­
1. a i • Yi !1:Yt. ve obtain

(IIS) Qi' - sYt i - 1..... a.
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Im°PUCIIOl

Earlier this year, Godwins aubaitted a report to the United State. Telephone

Association (US'l'A) analyzing the illlpact of SFAS 106 on the GNP-PI. and, in

particular, the extent to which the GNP-PI will reflect the increase in costs

experienced by the Price Cap LEC. a. a result of adopting the new accounting

standard. Thi. report vaa placed on the record with the FCC in Bell Atlantic's

Tariff Trarwaittal filed on February 28. 1992 (Trarwaittal 10. 497) and va. also

included in U. S. West' a Tariff Trarwaitta1 filed on April 3, 1992 (Trarwaitta1 No.

246) .

In their filings with the FCC, several organizations took exception to the

finding. of that report. In particular, AT&T, Mel and the Ad Hoc

Teleco-.anications U.er. Co_ittee ra18ed .everal objections vith regard to

various ..pect. of the .tudy. The USTA haa a.ked Godwins to provide a detaned

re.ponse to each of tho.e objections.

The purpo.e of th18 Supple_ntal aeport 18 to provide the USTA vith tho.e

response.. We have organized our re.ponse. into three .ections, corre.ponding

to the three different type. of objections rai.ed.

While the objections rai.ed vere nu.erous, thi. saterial vill de.anstrate that

none of the objections rai.ed should cauae the C~i••ion to have any doubts

regarding the .oundne•• of the • rudy , or the validity of the result•.

ae.pectfully Subaitted,

Peter J. leuwirth, F.S.A., M.A.A.A.

Andrev B. Abel, Ph.D.

___________."......;~••.•-~•.,•.._......__.......~."•.•. ., .....__ ~win$ _
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SICTION t

liSpolSI TO 0IJICTIOIS BlGAlPIIG OVIIA!! STOPT

A. D.flnltigo of Doshi. Coyn;

Th.r. w.r. evo obj.ctionl r.is.d with r.sp.ct to the aann.r in which w. d.fin.d

the potenti.l sourc.s of double councins .nd wh.t lort of analylis would be

required to .11Jlin.t••ny double countins in detet'1linins the portiOll of the. LECs'

SFAS 106 costs that should qualify for .xol.nou. tr.ae.tnt.

ATtt Cqat.pclqa .
(Pag.. 6 and 7)

'tlpcm.. .

-Th. LEC's h.v. f.il.d to de.c~trat. that the Co..is.ion'.
third cric.ri. is ..c. To the contrary, the LECI' r.quest. for
.xol.nou. tr••e.tnt .pp••r to r.fl.ct c.rt.in OPEl co.t. that
will b. r.fl.ct.d in the GNP·PI ... Th. double count occurs
b.cau.. (i) ch. GNP·PI c~on.nt of the PCI will iner......
all fit'1lt with OPEl li.biliti•• r.fl.ct those co.t. throu&h
hi&h.r pric.. , and (11) the SFAS 106 .ccrual c.lcul.tion
include. the pre••nt v.lu. of futur. infl.tion. If the SFAS
106 .ccrual is .fforded ,xol.nou. cr••tlllnt. the aaount of the
.ccrual will b. iner••••d .uto-.tic.Uy in futur. p.riocb due
to srovth in infl.tion .xpr••••d by the GNP·PI c08pOn.nt of
PCI .** Th.refore. if infl.tion is included in both the
.xol.noWi co.t cOllpon.nt and GNP-PI. an LEC would b.
cOIlp.~.t.d evic.. Althou&h the LEC. r.cop1iz. thb problell,
no c.rri.r has Mt its burden of shoving that it h.s
.ff.ctiv.ly r.80v.d this double count.-

AT&T'. de.cription of what it conaiders the sourc. of

pot.ntial double countlns in the LEC.' r.quest for .xog.noWi

tr.at:Mnt for iner••••d co'.ea due to SFAS 106 dt.c~tr.tes

.a.e confwaion a. to both the double count probl'lI and the

Godvlnt l.port. E•••ntially AT&T IUII••tl th.t double

cOUDtlft1 ..y .ris. fro. two I'p.rat••ourc•• :

(1) Iner..... in the PCI due to iner••••• in the GNP-PI

cawa.d by ·f1ru with OPD liabiliti•• r.fl.ct(lng) tho••

co.t. throu&h high.r pric••. •

·1·
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(2) Autollatic increases in the exog.noUlly treated portion of

SFAS 106 accrual -due to grow~h in inflation expressed oy

the GNp·PI component of PCI.-

th. first source of pocential double count, while a valid

concern, is pncillly the factor that the Godwina a.port

directly and thoroulhly addu..... Th. firat par••raph of page

1 of the Godwina aeport explicitly .t.t•• thi... the pr1llary

objective of the study. A8 vill b••••n in the r ••pona•• to

sp.cific critic!... of the Godwin. l.port, no re.pondent has

rah.d any luue which, upon .crutiny, cuts doubt on any of

the ba.ic flndins. of the .tudy. Therefor., the C~ission

should acc.pt the a.port'. conclUllon. th.t (.) this sourc. of

double count accounts for 0.7' of the incr.... in cost.

attribut.bl. to SFAS 106, (b) anoth.r 14." of the Incr••••

will b. r.cov.red throulh a r.duction In the national v•••

r.t., and (e) the re..inin. 84.8' of .uch incr•••• in costs

vill r ...in unr.cov.r.d unl••••xol.noUl tr••caent is gr.nted

on this .-ount.

Th•••cond all.s.d .ourc. of double countlng s1llply do••n't

.xl.t, and i. the r ••ult of confusion ov.r .xactly wh.t the

LEC••re reque.ting. WhUe it is true that the SFAS 106

.xpeMe c.lculation includes the pr•••nt value of futun

infl.tion, .nd that the .xp.ns. c.lcul.t.d under SFAS 106 can

b••xpect.d to incr•••• A.chy••r .•t sa.ething clos. to the

r.t. of infl.tlon, SlAs 106 .1p.Me 11 not wh.t the LEC. are

"ava.Una .XOllno\LI ;n.t:Ilt0c gn. I C is ch. insn... in

.xpense dwI to the SFAS 106 accguntina eb.PI' that should b•

• fforded .:lO,.OOUl tre.taent. Thi. is .n .b.olutely critical

di.tinction which 1s lIiss.d by AT&T. a.tir....dic.l pl.na

w.r. sponsor.d by flrma before and .ft.r SFAS 106 v•• i ••u.d.

It 1. only the accouncing for tho.e plana that haa changed,

and it is th.i~cr.a•• in co.ts a••oclate4 vith this ch.nge in

.ccountin. that ~t b••valuat.d.

; a



MeI CODunt iem. ­
(Page 30)

' ..ponlt -

-If on. were to includ. SFAS 106 cOltl through exogenou.
tr••tJHnt, the revenu•• r.sulting fro. the incr•••• in the
pric. c.p ind.x to account for th... COlts would al.o
increase e.ch y••r by the GNP-PI, as .dju.t.d for the
productivity factor. Th. proble. is th.t SFAS 106 co.ts
have already b.en adjWlt.d for future inflation ... Th. re fore ,
the imp.ct of ..dic.l car. co.t infl.tion h.s alr.ady b••n
counted. AI such the aaount off.red by the LEC' s h.1 been
inflat.d to reflect future ..dic.l COlt., To include the.e
COlt. ~g.in within the pric. c.p for.ul. througn exogenoWi
tr••tJHnt, and treat th•• by the full aaount of GNP-PI which
ha. ..dic.l inflation .ab.dded as w.ll 11 tantaaount to
double counting the ..dical c.r. infl.tion r.t.,-

Thi. cont.ntion i. virtually identic.l to the s.cond

-Iourc.- of double counting outlin.d by AT&T on p.g. 7 of

itl filing with the Co_iuion. Rath.r th.n rep••t our

r'lpons. to that cont.ntion, w. would jWlt point out that,

like AT&T, Mel ..... to h.v. f.il.d to gra.p the point chat

the LEe. ar. not a.king for .xog.nou. tr••aaent on the SFAS

106 .xp.ns., r.th.r th.y .r•••king for exog.noWi tr••ta.nt

on that portion of the {psr.... in .p.ns. due to the

aandated accounting chang.. which will not .lr••dy b.

refl.cted in GNP-PI illCre•••• sAUt.d by ,b.t: account!nl

sblJll"
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B. ATOi"»C' of Doubl. Coyne

Two respond.ntl sugg••t.d Rb.tt.r R w.ys of d.t.rmining the .xtent of th. double

count proble., and th.r.for. Rb.tt.r R w.ys of d.t.mining the appropriate portion

of SFAS 106 costs th.t should qualify for exogenou. tr••~nt.

AT.T Cogt.ntiqp ­
(pp. 13 - 14)

",pop,. -

- .... Th. Co..isslon should r.quir. the LEC's to ua••n
.It.rnativ. that is both ••t.pl.r and .cr. r.liable •••ns
for corr.ctinl the double coune. AT&T IUII.ltl th.t the
.ppropri.t...thod for r • .cviDl th. double CO\ll'l.t b.ew••n the
SFAS 106 .ccrual .nd the GNP-PI tina in the pric. c.p
for.ul. is to r • .cv. th. t.p.cc of .xp.cc.d chanl.1 in GNP­
PI fra the SFAS 106 .ccrual. 'l1lh c.n b••ccoapU.h.d in
• Icr.i&hcforv.rd unn.r by r.quirinl chI LEC'I co lubtr.ct
th••xp.cc.d r.t. of chanl' of GNP-PI fro. th. h••lth c.r.
infl.eion coapon.nt in the SFAS 106 .ccrual. Th. Co_i.. ion
should sp.cify the chanl'. in GNP-PI ov.r th. SPAS 106
for.c••e p.riod. Currenc ••tillae.1 is (lie) that GNP-PI
vill incr•••• approxiaac.ly 4' ov.r th. long t.t'1I.-

That AT&T should sUII•• t such .n 11101ic.l .nd .rron.oua

-.olution- to chI doub1. coune probl•• i, indic.tiv. of a

f.llur. to underst.nd the tN' 10urC. of .ny pot.ntial

double countinl. .. dllcUl••d ••rli.r, pot.neial double

countinl il not r.l.t.d to the f.ct ehae SFAS 106 co.t••re

c.lcul.t.d by dlscountina future ..dic.l infl.tion b.ck to

the pr•••nt. .. discUlI.d on P'I' 2 of this uteri.l,

double councinl vlll only .ris. eo chI .xc.nt that the

iner••••d COltl cOllpaniel wll1 b••r, .1 • resulc of the

cbana' in .ccounting ..thod r.quir.d by SFAS 106, will .lso

C.UI. an iner•••• in GNP-PI.

The fact thAt the AT&T - lolution- do•• not .d4re.. the true

.ourc. of pot.nti.l double counelD1 i. illUltrat.d in the

follovlD1 .xaaple, wh.r. the AT&T .01ueion is shown to

product an identical .xol.noWi adjuae.ent in ewo factually

dlff.r.nt circuaatanc••. wh.r. 1011c would dictat. different

eZOI.noUl adjUltm.nts b. appli.d.

_________________________ ~win! .....,...$..;;..., ....,,~\11III[II



In the second footnote on p.ge 13 of its filing, AT&T

e.timat.s th.t its "solution" of allowing exogenous

tr••tment for SFAS 106 accruals, c.lculated using a medical

trend rat. 4t lower ch.n the .ctual r.te used by the LEC.

for th.ir financial stat•••nt., might result in

approximately 55t of a given LEC'. actual SFAS 106 accrual

being afford.d exogenou. tr••taent. Nov let us cora idar two

hypoth.tic.l .cenario.:

(1) Ev.ry U. S. fira, LEC. and non- LEC. .Uke, h.ve

identical de~graphic ..xeup. and provide identic.l

r.tire. medic.l b.n.fit.. Thu., in chi. c••e,

pre.uaably ev.ry U.S. fira would .xp.ri.nc. th.....

incr•••• in labor co.t. due to SFAS 106. In .ddition,

under this .c.nario, it 1••••u.ed th.t .11 l.bor co.t

incre.... • ..ociaced wich SFAS 106 .re coapletely

r.fl.ct.d in the GNP-PI. as coapaniea rais. th.ir

pric•• to r.cov.r cho•• co.t•.

(2) Th. LEC••r. the 2D1x firaa .ubj.ct to SFAS 106, and/or

ch••dditional co.ts due to ch••doption of SFAS 106

co.t••re n.v.r r.fl.ct.d in ch. GNP-PI.

In ch. first sc.nario, it is obvious th.t the incr....d

labor co.ta due to SFAS 106 .xp.ri.nc.d by the LEC. would b.

fully and coapl.t.ly r.fl.ct.d in ch. GNP-PI (th. Godvins

"port, of cour•• , deaonatr.t.. that chb hypoth.tic.l

.ituation do•• not .xist), and thus no .xog.nous .djustJNnt

would be r.quir.d, In fact, in chi. hypoth.tical sc.nario,

providing any .xog.nous .djustaent would r ••ult 1n a

cOllplet. double count. Y.t in this circuaat.nce, the AT&T

approach of allowing r.cov.ry of SFAS 106 co.t., c.lculated

using • low.r tr.nd r.t. (_dical inflation .inu. 4t),

would, •• not.d .bov., r ••ult in allovins .xogenous

tr••tJNnt on 55' of SFAS 106 accruals.

-5-
____________________ ('-~wins__,IIII!I,,-,- ~



XCI Cop.c.pClop. ­
(P.g. 31)

'''pon•• -

Conv.rsely, under the second sc.nario, the LEC. should

rec.iv. an exogenous .djWltJI.nt equal to 100' of their

incr••••d costs due to SFAS 106, b.cause the double count

probl•••i~ly wouldn't exi.t. Yet in this circuaatance as

well, the AT&T approach would .llow an exogenous adjus~ent

for the .... 55, of SFAS 106 .ccrual••• b.fore. !his is

cl••rly an illogic.l r ••ult.

One can th.refor•••• that AT&T'. ,ul&••t.d approach to the

doublt count do.. not .ddr... the .p.ciflc f.ctora that

aff.ct the .xt.nt of double count, i .•. :

Diff.r.nce. 1n pl'n8 b.ew••n the LEC••nd non-LEC.

Diff.rene.. beew••n the LEC. and non-LEC. which will liv.

ris. to diff.r.nt SFAS 106 CO.tl (•. g., dtW)gr.phic

diff.r.nc•• ).

Proportion of incr....d 'IIr'l.t. l.bor co.e. dUl to SFAS

106, that in f.ct i. r.fl.ct.d in GNP-PI.

Aa not.d, it i. pr.cil.ly th••• critical f.ctor. detailed

above that .r••ddr••••d co.,l.t.ly and co.,r.hen8iv.ly 1n

the Godvina R.port.

-If the Co.-halon do•• ct.clde to afford th.l. LlC••xog.noWi
treac.ent for srAS 106 co.t., thi. double counting ~t be
.llalnat.d. '1b1a can b••ccoapl1.h.d .ith.r throuF the
rtllOVal of ..dic.l c.r. inflation fro. ch. GNP-PI or throuF
the r.W)val of ..dic.l car. inflation fro. the srAS 106
accrual•. 8

Whil. thi. 8 sol ution8 diff.ra .li&htly fro. AT&T' ••ug•• t.d

8.ol ution8 (pag•• 13-14 of it. filine) in th.t MCI focul••

on the ..dical car. inflation c~ontnt of GNP-PI,

conc.ptually it is v.ry I1.-Uar. and .uff.r. fro.- ch.....

-6-___________________ c;:j«Jwins _
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fund&aental flaws as the AT&T suggestion. M with AT&T, the

MCl suuestion simply do.sn't addr... the source of any

potential double count. The double count doe. not ari••

fro. the discount of future inflation, but 2Dlx fro. the

differential illpact of SFAS 106 on the LEC. relative to

others, and the extent to which the price cap index vill

.llow the LEC. to recover ao.. of tho.e additional costs, .s

the aacroecono.ic eff.cta of the introduction of SFAS 106

.r. r.fl.cted in the econo~ ••• whole. AJj with the AT&T

.olution, the MCI aolution produce. the .....xol.nous

.djuse.ent, whether in re.lity there i. no double countinl

(no non-LEC fira incun SFAS 106 coats), or cOIIplete double

countinl (.11 firaa, includinl LlCa, experi.nce identic.l

incre•••• in coats due to SFAS 106, and the GNP-PI fully

refl.cts tho.. incr••••d coaes). This is clearly an

illolical r.ault.

·7·
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SECTlOR II

IISPORSE TO OIJICTIONS IlGAlQIBG ACIQAllAL ARALISII

A. lS,thodQlol1

There ver. three objectiona rais.d vith r ••p.ct to the ba.ic lI.thodology e1lployed

in the actuarial analysis undertaken by Godvina.

.A.T.T CODtnt ism .
(pp. 11 ·12)

' ..pon•••

• th. study i. fl.w.d b.c.ua. db. lov.~nt ••ctor Is
not included. Althoulh srAS 106 doe. not .ff.ct th.
accountinl pr.ctic•• of th. loven-.nt. Irovth in retireaent
h.alth car. co,t. for the sov.~nt ••ctor of the .conollY
will aff.ct the srowth in GNP·PI b.c.ua. GNP·PI include.
sov.rnaent srAS l06·Uke OPD .x-p.na.... If OPEI·r.l.t,d
ex-p.na•• of the sov.rnaent w.r. included in the analy••••
the GNP·PI would b. hish.r. and thi. would h.v. th••ff.ct
of reducinl the aIIOunt of the LlC'. SrAS 106 'Xl».1I8e
pot.ntially .lilibl, for .xos.noua r.cov.ry.·

AT&T'. cont.ntion Chat db. .xcluaion of the 10v.mII.nt

..ctor fro. th. analy.i. r ••ult. in an ov.r.t.t...nt of the

aIIOunt of the LEC.· SrAS 106 'Xl».na••USible for ,sol.nous

tr••e.ent i. c08pl.t.ly inv.lid. b.c.ua. it i. ba••d on a

.i••tat...nt of fact. Th. .tat••nt that ·th. GNP· PI

include. sov.rn.ent srAS 106-like OPEl ,xp.na.· i ••legly

nADI. Gov.rt1IIInt .ntitie. ar. not .ubj.ct to SrAS 106. nor

.r. th.y requir.d by the Gov.~nt Accountins St.ndards

Board (GASI) to account for r.tir•• _dic.l b.nefita on

aaydlinl oth.r than • ·p.y·.. ·you·So· b..h. It ~t be

..,~iz.d that the critic.l i ••ue i. Da' wh.t .ff.ct vill

th. iner•••• in the ·p.y· •• ·you·lo· co.t. of r.tir....dical

plana have on GNP·PI. (Th. GNP·PI will incr•••• due to

iner••••• in ·p.y· •• ·you·lo· coat., r'l.rdl••• of wh.th.r

SFAS 106 .v.r b.co... eff.ctiv•. ) Rath.r. the critical

que.tion i. what .ff.ct will th.r. b. on GNP·PI. due to the

require..nt that priYlt. "cepr ••1oytr. s;banl' W va,. in

which thl" account for retir.. ..diCit plflll. M AT&T

:5) C'-~ns__--



MCIean;.t lop .
(Pag. 26)

""pon...

it.elf concedes, government sector employers are not

required to ch.nge th.ir accounting for retire....dical

pl~, and therefore the fact th.t lI&ny governmental

entiti.1 sponlor such pla~ is not relevant to the analysis.

~ a re.ult, the Godwi~ Report considered the government

••ctor (••• p.C. 21 of the .tudy), and correctly excluded it

fro. the cov.red population for the c.lcul.tion of the

incr•••• in l.bor cOltl exp.rienc.d by finu lubject to SFAS

106.

-'nl. USTA .tudy WI.' data frca only one insuranc. co~.ny to
.rriv••t the COlt of ..dic.l cl.t.a for the c.lculation of
the nationwide a.n.fit Lev.l Indic.tor.-

'nl. inf.rr.d int.nt of the Mel c~nt is to sUII••t that

Goclvins WI.d -data fro. only on. insur.nc. comp.ny· to co..

Ul» vith p.r c.pit. cl.i. COIU I which v.r. th.n WI.d to

derive .lIr.S.t. SFAS 106 co.t. for the U.S .... whole.

Mel h., cl••rly f.il.d to .ppr.ci.t. the v.lidity of the

dat., and the U..ited WI. to which the insur.nc. comp.ny

cl.i.. data v•• put. In p.rticul.r,

(1) nt. insuranc. cOIlp.ny WI.d 11, by any ....ur., on. of

the fiv. larg••t Uf. and Health insur.nc. c.rriers in

the Unit.d Scat••.

(2) nte data coll.ct.d v•• for &%,p•••dic.l claiM I not

.-ountl r.1abur••d by ca.pany plana.

(3) nte data v•• luffici.ntly .xt.nsiv. to .nsur. that no

.tati.tic.l fluctuations (i .•. , • .-pling .rrorl) vould

..t.ri.lly aff.ct the r ••ult•.

-9-
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Ad loc C9D~eAti9D ­
(ErI)
(Pag, 21)

'a.psm.e -

(4) Th. data was u.ed to fom a frequency and &DIOunt

di.tribution. against which actUAl plan provi,ion, of

the LEe••nd the coap.nie. in the Godwin. dat.b••e were

applied, to evaluate the r,lative benefit l,v,l. of th,

TELCO plans coapared to tho.e provided by other

eIlP1oyer•.

(S) Chan,e. in the underlyin, di.tributiona derived from

the iMurance coapany data vould ~ have had any

.ienificant effect. on the ultiaate re.ult. Thi. i.

beca~e the key re.u1t. of the GodviM .tudy were

related to the~ of the GNP-ILl to TELCO-ILl, and

~ to the ab.01ute value of eith,r.

·Finally. the Godvins '.port ienore. th. u.ual uncertainty
tMe 1. 1I••oc1lleed "leh .urvey r ••ule. lNII.ured by clilcullited
.tlllldlird error.. M ve dbcu.e••d, Godvinl utiliz.d data
lroa a .urvey of 830 eaployer. who .ponaor po.t-retirement
plan. and 170 eaploy,r. who do not. It i. a vell accepted
fact that data fro••urvey. ar••ubject to uncertainty which
i. u.ually ....ur.d by the .tandard error.- Hovever. the.e
.tandard error. .re nev.r taken into account in the
calculation of the lenefit Level Indicator, (ILl.). Th~

the data .hovn in the tabla on pale 28 of the Godvinl Report
...'--. that the standard deviatIon 11 zero. Thb is
obvloUily incorrect. Furthe~re, there i. no infot'1lation
.. to the variance or the .tandard deviation of the s.-ple
data .0 that the llnaitivity of the r ••ultl can be analyz.d.
Ca.blned vith the fatal error. dl.cUl.ed abov., thi••hovs
a report which va. de.illled to co.. to a particular
conclUlion favorable to the LEC· •. •

on. -.tandard .rror· for the calculation of the avera,e

leneflt Lev.l Indicator. va. not .hownl b,cau.e, in this

c.... the effect of the ·'tandard .rror· va. de...d to be

Ad Hoc ......... pile 21 of tbI CiodwiIII RIport. w.__ tbey IN referriDI to die table
... QIl pqe 16 of .. rIpOIt I'iDce tben i.I DO table DOr .y cilia ........ 011 pqe 21 of the
CiodwiIII Report.

-10-
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i...terial. Th. reason it is imaaterial is that the Godwins

data i. not a ·surv.y· in the traditional s.n•• of the word

(i .•. , a 5..11 sample froa a large universe); rather, it is

a data base comprising companies that employ Ipproxi..tely

ont-balf of all ''IIlgy.e. who work for cOGani,. that

prpvid. ppst-retir...nt .,dical b.n.fits.

How.v.r, in the int.r••t of co.,l.t.n...... have includ.d

in App.ndix A the calculation of the varianc. and standard

cWviation. which ar. inh.rent in the calculation of th.

av.rag. ILls \d.d in the a..port. u can b. s••n froa the

.xhibit., the standard cWviation for the av.rag. pr.-65 ILl

i•. 015. whil. the standard cWviation for the post-65 ILl is

a Mr. .008. Had the av.ral' ILII b••n one standard

cWviation high.r than the v.lue. actually \d.d for~ the

pre-65 .nd the post-65 ILl. the r.l.tive tap.ct of SFAS 106

on GNP co.,ar.d to TELCO would have incr••••d fro. 28.3' to

29.1'. Given that the s.a.itivlty analy.i. of the overall

r ••ult utiliz.d a rana' for thi. value of 17.8' to 44.5', it

11 quit. cl.ar that the .ffect of the ·standard error·

ref.rr.d to by ETl is t.a&t.rlal.

-11-
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I. Acs;yrlll Mnntiop.

There w•• on. objection r.l••d r'lardinl the r.a.onabl.n••• of the a••u.ptlona

utilized in det.rmin1ns the ratio of GNP·ILI to TELCO·ILI.

XCI Cgpt.ptlqp ­
(Pal' 28)

FN 35

"'POP" -

-Within ch. USTA .eudy, in It. fla••d .tt•.,t to ••tt.&t.
r.lati~ baaaflt ratio l.v.l., the coaaultant utiliz••
tuz'ftOVer rat.. that '1" ..raelly lower thaD the .Vlr'I'
tuz'ftOVer rat.. Thi. r ••",lt. In inflat.el ••tt.&t•• of ch.
O'D Uabil1ty. Ua ••t of the ...u.pti01l8 u.el by USTA,
the IrOUDda for chb ar. UIW\IfPOrt.el. usn r_ru that lt
cbo.. Chi. ..tt.&t. b.cau. ot the hi.torical patt.ra. of
10ftl.r ..rv1c. Uf. aDd hip.r averal' al' for TILCO
.-ploy••• v.raue och.r • .,loy.... U1t.fort\mat.1y. the .tw:ly
doe. not lndicate what tt.a fr_ vaa ua.el for thb
ca.pariaon, or wh.th.r ch••xp.ri.ftC. of the 1aat fn y.ara,
vlch the larl' gaunt of dovna1zinc .zhlbit.d by the TELCO
flraa, baa b••n included.-

'l'har••pp.ar to b. two cont.ntiona ..de in KCl'. c~nt.

Fir.t, that the Goclvlna .twly diel not u. the - averal'

turnov.r rat.- for TILCO aDd ••cODd, that .Vln if the

av.ral' rat. , baa.d on -hbtorical patt.rna of 101ll.r

••rvlc. 11f. and hipr .Vlral' al'- ver. ua.d, .uch

turnov.r rat•• would .tll1 b. too low b.eau. of -th. l.rl'

.-aunt of dovnaizinl .xhibit.d by the TELCO firaa.-

\l1th r ••"ct to the fir.t· cont.ntion. the turnov.r rat••

u.el for TILCO (T·2) &E& the averal' of the rat•• ua.d by

Cbe LIe. in th.ir ••t r.e.nt aceuarlal .eud1.. (I.narally

1990 or 1991). V1th r ••p.et to the ••cond cont.ntion,

cIowna1z1nl throuah Early i.tir.Mnt prolr....hou1d not MV'

.. U1pact on ...\I8Id turnover rat•• b.c."",••uch turnoV.r

rat•• ar. only ut11iz.el for proj.ctinc future gr•• r.tir.ltne

v1thclra.ala. Thia .hould b. obvioUl .1nc••n indiv1dual 1.1

no'loftl.r .ubj.ct to the turnov.r rat•• one. that individual

b.eoM••lillbl. for r.tir'Mnt.

Furth.r, KCl ..... to have ahlnt.rpr.t.el the .tat.-nt ude
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